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Calendar No. 681
95H Cowons i SENATE REPORT

2d Session " No, 95-746

TAX TREATMENT EXTENSION ACT OF 1978

APRm 19 (legislative day, Ftnauny 6), 1978.-Ordered to be printed

Mr. LoNG, from the Committee on Finance,
submitted the following

REPORT

[To accompany H.R. f1l

The Committee on Finance, to which was referred the bill (H.R.
9251) relating to extensions of time for the tax treatment of certain
items, having considered the same, reports favorably thereon with
amendments and recommends that the bill as amended do pass.

The amendments are shown in the text of the bill in italic.

I. SUMMARY

The bill, as amended, extends the effective date of several provisions
dealt with in the Tax Reform Act of 1976 and generally prohibits the
Treasury Department (Internal Revenue Service) from issuing cer-
tain rulings or regulations effective prior to specific dates in 1978.

The effective dates of the following provisions are extended by the
bill:

(1) the pre-1976 Act exclusion for section 911 (income earned
abroad exclusion) is extended for two years, or until January 1,
1979:
(2) the current treatment of salary reduction, etc., pensicti

plans is extended for two years, or until January 1, 1980:
(3). the effective dates of the net operating loss "trafficking"

rules adopted in the 1976 Act are extended for two years; and
(4) the effective date for the tax treatment of State legislators'

travel expenses away from home is extended for one additional
year, that is, for years beginning before Janiary 1, 1978.

in addition, the bill contains prohibitions on the issuance of certain
Treasury Department (Internal Revenue Service) rulings or final
regulations with respect to certain commuting expenses (until after
April 80, 1978) and final regulations with respect to employee fringe
benefits (until after June 30,1978). These deferrals are to give Con-I



gress time to review and consider, if necessary, any proposed changes
in Treasury regulations or rulings in these two areas.

Beginning with 1979 the bill provides new rules for the treat-
ment of certain excess living costs for U.S. citizens earning income
abroad. Also, the bill provides an exclusion (as a scholarship or
fellowship) for certain Public Health Services Act awards received
in the 1974-1979 period.

Further, the bill, as amended by the committee, deletes two provi-
sions of the House-passed bill that have since been enacted into law
in separate legislation: (1) the two-year extension of the Armed Force
Health Professions Scholarship exclusion (H.R. 3387, P.L. 95-171);
and (2) the one-year extension of the 5-year amortization (see. 167 (k))
for low-income housing (also II.R. 3387, P.L. 95-171).

II. EXPLANATION OF PROVISIONS

A. Commuting Expenses (sec. 2 of the bill, Rev. Rul. 76-453, and
sees. 62,162, and 262 of the Code)

Present law
In general, a taxpayer is allowed a deduction for ordinary and neces-

sary expenses paid or incurred in carrying on a trade or business. Thi,
includes transportation expenses incurred in the pursuit of a trade
or business. However, no deduction is allowed for personal, living or
family expenses, including the cost of commuting to and from work.
Problems have arisen in delineating between transportation expenses
which are considered to be nondeductible personal commuting expenses
and other transportation expenses which are deductible business ex-
penses. Generally, transportation expenses are not deductible if the
taxpayer is going to his principal place of work from his residence
or is returning to his home from his principal place of work. On the
other hand, transportation expenses to temporary worksites other
than the taxpayer's principal place of work often are deductible as
a business expense.

On November 22, 1976, the IRS published Revenue Ruling 76-453
(1976-2 C.B. 86) which states that a taxpayer's transportation ex-
penses incurred in traveling between the taxpayer's residence and place
of work, even though temporary, will be nondeductible commuting
expenses, regardless of the nature of the work performed, the
distance traveled, the mode of transport or the desrree of necessity.
In addition, the ruling states that reimbursement for such expense,
will be considered "wages" for purposes of FICA, FUTA and income
tax withholding. The ruling was originally effective for transportation
costs paid or incurred after December 31, 1976. The Service three time
postponed the effective date of this ruling, and on September 23. 1977.
announced that.the ruling was suspended indefinitely and that pro-
posed reauletions inviting public commfnt would be issued shortly.
Proposed regulations have not as yet been issued.

Reasons for change
The committee believes that the Congress should have an opportu-

nity to studv this area prior to the adoption of any rules or regulations
by the IRS changing the treatment of transportation expenses be-
tween a taxpayer's residence and place of work.



Explanation of provision
This 'provision requires that the application of the income tax,

FICA, FUTA and withholding provisions relating to the treatment
of transportation expenses paid or incurred after 1976 and before
May 1, 1978, in traveling between a taxpayer's residence and place of
work shall be made fully in accordance with the rules in effect prior to
the issuance of Revenue Ruling 76-453 on November 22, 1916. Under
the bill, the IRS is not to issue any ruling or final regulation prior
to May 1, 1978, changing the tax treatment of these transportation
expenses paid or incurred prior to such date.

It is the intention of the committee that the provision .will allow
Congress time to further study this matter prior to the effective date
of any changes made by new regulations or rulings issued by the IRS.

This provision is the same as in the House bill.
Effective date

The provision is effective with respect to transportation expenses
paid or incurred after December 81, 1976, and before May 1, 1978.

Revenue effect
This provision will have no effect on budget receipts.

B. Employee Fringe Benefits (sec. 3 of the bill and sec. 61 of the
Code)
Present law

'Section 61 of the Internal Revenue Code defines gross income as
including "all income from whatever source derived an& specifies
that it includes "compensation for services". The regulations (§ 1.61,2
(b) (1)), provide that income includes compensation for services paid
for other than in money. Further the Supreme Court has stated that
section 61 "is broad enough to include in taxable income any economic
or financial benefit conferred on the employee as compensation what-
ever the form or mode by which it is afected."' Generally, however,
taxability has been predicated on somewhat more than a finding that
an employee has enjoyed an economic benefit.

Some fringe benefits, such as the provision of health insurance by
au employer for its employees, are expressly excluded from gross
income by the Internal Revenue Code; others are excluded by leg-
islation outside the Code; and yet other exclusions are based on
judicial authority or on administrative practice. While many fringe
benefits are excluded on a de minimi principle, i.e., accounting'for
the benefit would be unreasonable or administratively impractical,
other items, such as some benefits paid in kind, are excluded due to a
combination of valuation difficulties and widely held perceptions that
the items do not constitute income.

In 1975, the Treastiry'Department issued a discussion drtft of
proposed regulations 2 which contained a number of rules for deter-
mining whether various fringe benefits constitute taxable compensa-
tion. Under the principles contained in the discussion draft, some
employee fringe benefits which, as a matter of administrative practice,
have not been considered to be taxable compensation would have been

'oomm'r v. Smith. 324 U.S. 177. 181 (1945).
40 Fed. Reg. 41118 (Sept. 5, 1975).



treated as subject to tax. Other valuable benefits which night be
viewed as taxable compensation would not have been taxed under the
discussion draft's proposed rules. The discussion draft was withdrawn
by the TreaIu ry Depaxtment on December 28, 1976. Thus, the ques-
tion of Iwhether, andwliat, fringe benefits result in taxable income to
employees generally continues to depend on the facts and circum-
stances in each individual case.

Reasons for change
Although the use of fringe benefits has increased in recent years, few

comprehensive or generally applicable income tax rules have been
developed. :As a result, there has been an inevitable nonuiformity
of treatment of taxpayers who receive different types of benefits
even though the benefits may have approximately the same economic
value.

The appropriate income tax treatment of various fringe benefits has
led to a number of problems aside from the issue of whether a benefit
constitutes taxable compensation. Although there are some dif-
ferences between includible "compensation' for income tax purposes
and "wages" for payroll tax purposes, the terms are generally syn-
onymous. Thus, employers maybe presented with the question of
whether employment taxes should be withheld from an employee's
wages on account of non-cash benefits being provided to employees.
In addition, both taxpayers and the Internal Revenue Service must
face difficult problems of valuing benefits provided in kind.

While the committee recognizes that the Internal Revenue Service
constantly is reexamining the treatment of fringe benefits in accord-
ance with its obligations to enforce the tax laws, the committee also
recognizes that it is primarily the responsibility of the Congress to
legislate uniform and equitable tax laws.

Explanation of provision
The bill provides that the Internal Revenue Service is precluded

from issuing final regulations, under section 61, which would govern the
income tax treatment of fringe benefits prior to July 1, 1978. While
the bill, would prevent the IRS from deviating from the present
administration of the tax laws as they concern the taxation of fringe
benefits as compensation, the bill would not prevent the IRS from
continuing to study the question of the appropriate tax treatment of
fringe benefits.

This provision is the same as in the House bill.
Effective date

The provision is effective upon enactment.
Revenue effect

This provision will not affect estimated budget receipts since it, in
effect, continues present administrative practice.

141 Fed. Reg. 56334 (Dee. 28,1976).



C. The Tax Treatment of Income Earned Abroad by U.S. Citizens
in Private Employment (sec. 4 of the bill and sees. 221 and
911 of the Code)
Present law

Law prior to the Tax Reform Act of 1976.-United States citizens
are generally taxed by the United States on their worldwide income
with the allowance of a foreign tax credit for foreign taxes paid.
However, for years prior to 1977, U.S. citizens working abroad could
exclude up to $20,000 earned income a year, provided the year fell
within a period during which they were present in a foreign country
for 17 out of 18 months or during which they were bona fMe residents
of a foreign country (see. 911). In the case of individuals who had
been bona fid residents of foreign countries for three years or more,
the exclusion was increased to $25,000 of earned income. In addition,
under the law prior to 1977, foreign taxes paid on the excluded income
were creditable against the U.S. tax on any foreign income above the
$20,000 (or $25,000) limit.

There were 140,000 individuals who claimed the earned income
exclusion in 1975, the most recent year for which statistics are avail-
able. The highest concentration of individuals using the earned in-
come exclusion in that year resided in Canada, the United Kingdom,
West Germany, Iran, Australia, Japan, Saudi Arabia, Brazil, France,
and Switzerland. The revenue loss attributable to the excluded income
(if the law in effect prior to the Tax Reform Act of 1976 were appli-
cable) has been estimated at $498 million for 1977.

The earned income exclusion (see. 911) provides that deductions for
expenses allocable to excluded income are not allowed. For example a
deduction for moving expenses otherwise allowable (se. 217) is dis-
allowed to the extent that the expenses are allocable to excluded earned
income. The Internal Revenue Service takes the position that, as a
general rule, moving expenses are attributable to income earned sub-
sequent to the move. Accordingly, taxpayers claiming the earned in-
come exclusion generally cannot claim part or all of their expenses of
movng overseas.

Under certain circumstances, any employee (whether working in
the United States or overseas) is entitled to exclude from gross income
the value of lodging furnished in kind by his employer (sec. 119). The
value of employer-provided lodging is excludible from the employee's
gross income if three tests are met: (1) the lodging is furnished on
the business premises of the employer, (2) the lodging is furnished for
the convenience of the employer, and (8) the employee is required to
accept the lodging as a condition of his employment. The third re-
quirement is not satisfied merely by an employment contract provision
which requires the employee to accept the lodgin ; rather., it means
that it is necessary for the employee to accept the lodging in order to
perform the duties of his employment (for example, when the em-
ployer furnishes the lodging because the employee is required to be on
duty at all times or because the employee could not perform the serv-
ices required of him unless he is furnished the lodging). For em-
ployees working abroad, this exclusion for employer-provided housing
is available in addition to the earned income exclusion.

S. Sept 95-74----2



The exclusion for income earned abroad does not apply to amounts
paid by the U.S. Government to its employees working abroad. How-
ever, certain special governmental allowances suvh as housing, cost-
of-living, education, and travel allowances provided these employees
are excluded from gross income and thus exempted'from U.S. taxation
(see. 912). Allowances received by members of the Armed Forces are
exempted under provisions of law outside the Internal Revenue Code

Tax Reform Act of 1976.-The Tax Reform Act of 1976 would gen-
erally reduce the earned income exclusion for individuals working
abroad to $15,000 per year. However, the Act would retain a $20,000
exclusion for employees of domestic charitable organizations. In addi-
tion, the Act would make three modifications in the computation of the
exclusion.
. First, the Act provides that any individual entitled to the earned
income exclusion is not to be allowed a foreign tax credit with respect
to foreign taxes allocable to the amounts that are excluded from gross
income under the earned income exclusion.

Second, the Act provides that any additional income derived by
individuals beyond the income eligible for the earned income exclusion
is subject to U.S. tax at the higher rate brackets which would apply
if the excluded earned income were not so excluded. Since the Act
provides that the excluded income is from the lowest rate brackets
of the taxpayer (i.e., "off the bottom"), the foreign taxes allocable to
the excluded amount and disallowed are those foreign taxes imposed
on the first $15,000 (or other excluded amount) of income assuming a
foreign effective tax rate asprogressive as the U.S. tax rate.

Third, the Act makes ineligible for the exclusion any income earned
abroad which is received outside the country in which earned if one
of the purposes of receiving such income outside of the country is to
avoid tax in that country.

In addition to the changes made in the computation of the exclusion.
the Act provides an election to an individual not to have the earned
income exclusion apply so that the foreign tax credit will not be dis-
allowed. To prevent shifting from an exclusion to a credit from year
to year, the Act provides that once an election is made not to have the
exclusion apply, it is binding for all subsequent years and may 'be re-
voked only with the consent of the Internal Revenue Service.

Finally, the 1976 Act provides that individuals taking the standard
deduction are to be allowed the foreign tax credit.

The 1976 Act provided that the changes to the earned income exclu-
sion were to become effective for taxable years beginning in 1976.
However, the Tax Reduction and Simplification Act of 1977 delayed
this effective date for one year, or until 1977.

Reasons for change
The committee believes that the provisions of section 911, as in effect

prior to the 1976 Act, should be continued for taxable years beginning
p rior to January 1, 1979, and that subsequent to that time a new, more
balanced approach to the taxation of U.S. citizens working abroad
should be taken.

The,coxgmittie believes that, because of the extraordinary costs of
overseas living n many situations, special consideration must be given
to n ndividuah working abroad in order to treat them equitably for



tax purposes.Provisions of law both before and after passage of the
Tax Reform Act of 1976 provided relief through a flat annual exclu-
sion. The committee believes that relief based on a flat exclusion is
arbitrary and unfair. The amount excluded is the same regardless of
whether the, individual's living expenses abroad are 'higher than, the
same as, or lower than comparable costs in the United States. Equi-
table treatment of individuals working abroad requires that relief
be more closely related to the actual increased expenses which the
individual must incur while working abroad. Moreover, the tax treat-
ment of U.S. workers abroad should not place them at a disadvantage
in relation to foreign workers with whom they compete for jobs. in
certain situations employers may find it impossible to continue to em-
ploy U.S. 'citizens abroad instead of foreign. nationals unless some
form of relief is provided.

In many instances, employees of U.S. employers working abroad
are reimbursed for such increased expenses in the form of housing,
education, cost of living, and other allowances. Alternatively, the
employer may provide the employee with education for his children
or housing. Such an employee does not bear the cost of such excess
expenses himself. However, allowances and benefits of the type de-
scribed above are included in the gross income of the employee at their
local fair market value.' Therefore, unless the employee is allowed a
corresponding deduction, he must include the cash reimbursements or
the fair market value of housing or services received in his taxable
income. A flat exclusion from gross income, as provided under current
law, is a poor approximation of such amounts, which'vary considerably
depending on famiy sie and location of employment. Moreover, theproblem of employer-provided benefits has became more significant in

recent years. The committee understands that increased capability of
the Internal Revenue Service to audit taxpayers abroad and increased
taxpayer awareness of the includability of the value of such benefitshas substantially increased the amount of such allowances actually
included in gross income.

Implementation of the new system of deductions provided in th~e
committee amendment for excess foreign living costs is delayed until
1979 to permit Americans working overseas and their employers to
take the new system into account in their personal planning.

Explanation of provisions

Postponemnt of 1976, Act chanp'es.-The committee amendment ex-
tends the law in effect prior to adoption of the Tax Reform Act of1976 to taxable years beginning prior to January 1, 1979. The House
bill would have extended pre-1976 Act law only to taxable years begin-ning prior to January 1, 1978. Individuals who take the standard de-
duction butdo not qualify far the earned income exclusion will be
able to claim the foreign tax credit for taxable years beginning De-
cember 31, 1976. .

New deductions for excess foreign livin costs.-Under the conmit-
tee amendment, the changes in the earned income exclusion (teo. 911)
made by the 1976 Act will not take effect. Instead, the exclusion will
be replaced for taxable years bbgeginng after December 31, 1978, by

pSee, e.g., James H. McDonald, 66 TO. 228 (1976); Ph tp t. stephean, T.O.
cfem. 1976-3.



a deduction for excess housing and education costs and,the excess costs
of living (apart from housing and education) for individuals working
abroad.

Those persons eligible for the new deduction will generally be the
same as are now eligible for the earned income exclusion. 2 U.S. citi-
zens (other than U.S. Government employees) will be eligible if they
are bow &e residents of a foreign country or countries for a period
which includes an entire taxable year, or if they are physically present
in a foreign country or countries for 510 days out of a period of 18
months. Also, resident aliens who are nationals of a foreign country
having a tax treaty with the United States which contains nondis-
crimination provisions will be entitled under such tax treaty to the de-
duction if they otherwise meet the eligibility requirements imposed on
U.S. citizens.

The committee amendment makes the deduction for additional for-
eign living costs a deduction from gross income in determining ad-
justed gross income. As a result, a taxpayer will be able to claim the
deduction for additional foreign living costs without losing the ability
to claim the standard deduction.

GENERAL RULE

In general, the elements of the deduction for additional foreign
living costs would be as follows:
a Coat of living

This element of the deduction would be equal to the lesser of the
amount reimbursed by the taxpayer's employer for this purpose (ex-
clusive of education and housing costs) or the amount set forth in a
table issued by the Internal Revenue Service. The IRS table would
show, for various foreign places, the amount by which the costs of
living (excluding education and housing) exceed the costs of living in
the United States based on the salary of a Federal employee in step 1
of grade GS-12 (currently $21,883) with families of various sizes. The
tables would be adjusted to reflect future changes in that salary.

The committee intends that a foreign "place" may be limited to a
part of a foreign country or may include more than one foreign coun-
try, and that the determination of the size of each foreign "place"
may depend, among other things, on disparities in relevant costs
between ptae and the number of persons n each place claiming the
deduction for exces foreign lvig costs.
b. E actionn

This element of the deduction applies to the cost of tuition, books,
and local transportation for the education, from kindergarten through

'Under present law, the earned income exclusion is available only with respect
to amounts which are not "paid by the United States or any agency thereof."
However, the special exclusions for certain governmental allowances (sec. 912 of
present law, redesignated by the committee amendment a0 see. 911) are avail-
able only to !eivllan officers and employees of the Government of the United
States" udw:to Peace Corps volunteers: Certain individuals -(such as- teachers
in embassy schools and commissary workers) have been treated by theXterl
Revenue Service as paid by the United States but not officers or employees thereot
-Such persons will be eligible for the new deduction if the other lgibIlity require-
ments are met



grade 12, of dependent children in American-type schools located out-
side the UnitedStates. The education element would cover room and
board (but not non-local travel) only where there is no local American-
type school within a reasonable daily commuting distance of the loca-
tion where the taxpayer or his spouse is resident or present. The
deduction would be the least of (1) the amount reimbursed by the
taxpayer's employer for this purpose, (ii) the actual amount expended
by the taxpayer for this purpose, and (iii) the amount set forth in a
table issued by the Internal Revenue Service. The IRS table would
show for various foreign places the reasonable amount of such costs
for American-type education. The school to which the child is sent
need not be in the place where the taxpayer is resident or present, but
the applicable table limitation would-be for that place, not the place
of the school. Where there is no local American-type school in the place
of employment, the amount set forth in the IRS table as the general
worldwide average of foreign school costs is to be used.
c. Houdng

The housing element of the deduction would be the excess of (i) the
amount spent by or on behalf of the taxpayer for U.S.-style housing,
over (ii) the cost of housing which that taxpayer would typically
incur were he residing in the U.S. The housing element of the deduc-
tion is allowable only to the extent that the housing is not lavish or
extravagant and the cost is reasonably comparable to the cost of
typical U.S.-style housing in the foreign place. A deduction is allowed
only to the extent that the employer provides reimbursement for those
housing costs or furnishes the housing in kind.

Typical U.S. housing costs are assumed, based on data compiled
by the Bureau of Labor Statistics to be one-sixth (16% percent) of
the taxpayer's earned income (exclusive of excess cost-of-Iiving, edu-
cation and housing costs allowed by the committee amendment). The
mathematical equivalent of 16% percent of the taxpayer's earned
income minus certain allocable business deductions, his excess foreign
cost-of-living and education allowances, and his eceaa housing costs
is 20 percent of the taxpayer's earned income minus the allocable busi-
ness deductions, the allowable deductions for excess foreign cost-of-
living and education allowances, and minus the fuZZ cost of the em-
ployee's housing. For simplicity, the committee amendment adopts the
latter method to compute excess housing costs.

This rule may be illustrated by the following example of an indi-
vidual who works abroad with a base salary of $12,000. It is assumed
that he would spend $2,000 (16% percent of $12,000) in the United
States on housing. Abroad, his actual housing costs are $5,000, of which
$3,000 is reimbursed by his employer. He has no excess cost-of-living
or education adjustments. Under the committee amendment, the tax-
payer calculates his excess housing costs by deducting the entire
housing cost ($5,000) from his earned income ($12,000 plus the $3 000
reimbursement, or $15,000). The difference ($10,000) is multiplied by
20 percent and the product, $2,000, is equal to the amount which it
is assumed the taxpayer would have spent on housing had he been
i the U.S The $3 000 excess of his reimbursed housing costs ($5,000)
over the $2,000 ti e would be deductible under the committee
amendment.



If the employer had reimbursed the full $5,000 of foreign housing
costs, the employee would in effect have received a $2,000 increase in
compensation. In that case, his earned income would have been
$17,OQO ($12,000. plus $5.000).. He would .have deducted his $5,000 in
housing costs and the difference ($12,000) would be multiplied by 20
percent to determine the, base ($2,400). The housing cost deduction
wouldbe $5,000 minus $2,400, or $2,600.

The committee recognizes that many employers, while providing
housing in kind, will charge the employee what the employer re-
ga-rds as an appropriate amount to represent U.S. housing costs. The
deduction for excess housing costs will be limited to the excess of the
value of the housing provided over the charge. The deduction is com-
puted in the same manner as if the employee had secured housing

imself and had been partially reimbursed by his employer. That is,
the excess of the value of the housing over the charge is treated as an
amount paid by the employer on behalf of the employee for housing.

Employees would be required to file with their tax returns an
employer certification attesting to the fact that the reimbursements for
all elements of the deduction are in addition to, rather than in place
of, normal compensation. With respect to the housing element, the
certification must also state that the amount of the reimbursement does
not exceed what the employer regards as a reasonable cost in the for-
eign country for typical U.S.-style housing and does fot exceed what it
or others (to the best of its knowledge) pay as reimbursements to em-
piloyees performing similar services in the same area. The committee

believes that the employer reimbursement and certification require-
ments, together with the limitations of the cost-of-living and education
expense tables, should serve as a usef ul check that claimed deductions
are in fact for amounts received as a result of excess living costs
abroad.

Taxpayers who claim the deduction for additional foreign living
costs may claim the foreign tax credit for income taxes paid to foreign
countries, but the foreign tax credit limitation is to be computed by
considering The deduction for additional foreign living costs as entirely
related to foreign source income.

The amount of the deduction for additional foreign living costs can-
not exceed the amount of the taxpayer's'earned income from sources
without the. United States attributable to services performed during
the period in which the taxpayer is resident or present in the foreign
country or countries, reduced by certain business expenses. For this
purpose, a pension or annuity is not considered earned income. The
definiition of "earned income" is the same as under present law.

Where the taxpayer's employer furnishes goods'or services (includ-
ing housing) in kind or charges less than local fair market value for
items furnished, the local value, or the excess of the local value over the
amount charged, is earned income of the employee. (This provision is
declarative of existing law.) The amount is to be treated as an amount
expended for housing, goods or services -by the taxpayer and reim-
bursed byhis employer.

It is provided that itemized 'deductions or exclusions cannot be taken
a second time to the extent thht they are part' of the deduction for
additional foreign living costs. Any moving expense deduction other-
wise allowable under section 217 is not disallowed if the taxpayer also



claims a deduction for excess foreign living costs (see. 221) because
the elements of the section 221 deduction do not encompass moving
expenses. Also, if an employee buys a house abroad, his mortgage in-
terest and real property tax payments would be fully deductible. How-
ever, any additional costs, such as utilities, could be deducted only to
the extent allowed under the housing cost element of the new
deduction.

To prevent duplication of benefits, if a taxpayer's spouse excludes
government allowances (under sec. 912 of present law, redesignated by
the committee amendment as sec. 911), the amount allowed to the tax-
payer as a deduction for excess foreign living costs must be reduced
by the amount of government allowances excluded by the taxpayer's
spouse if the amount excluded duplicates an item for which a deduc-
tion would otherwise be allowed for excess foreign living costs. For
example, if the spouse excludes a cost-of-living allowance, the taxpay-
er's deduction for excess foreign living costs would be reduced to the
extent of the duplication. However, if the spouse excludes an allow-
ance for emergency home leave, the exclusion would not reduce the
taxpayer's deduction.

SPECIAL CATEGORIES O TAXPAYERS

The deduction for additional foreign living costs would be deter-
mined under special rules for four categories of qualifying individ-
uals: (i) the self-employed; (ii) enj)1oyees of entities or individuals
which are not U.S. persons (other than entities which are controlled
by U.S. persons) and which are not engaged in trade or business in
the U.S.; (iii) employees of domestic charitable organizations; and
(iv) employees who are furnished housing by their employers which

qualifies for exclusion from the employee's income under section 119 or
which is located in a camp.

To determine the deduction for additional foreign living costs forqualifying individuals in the four special categories, the IS is to
develop tables annually which set forth the average amounts for eachof the three elements of the deduction, for various foreign places,
claimed in the preceding year by individuals claiming such element o±
the deduction who were not in one of the four social categories. The

average cost-of-living deduction table would bebase4 on faimiy size.
The table relating to educational expenses would set forth, for each
foreign place, a flat amount per student. The average housing deduc-
tin table would not vary with family size or earned income.

For seIl-employed individuals, the average tables limit the allow-

able deduction in the, same manner as the employer reimbursement
requirement under the general rule. Such tables are also used for em-
ployees of foreign persons because the Internal Revenue Service would
havo veee control over employer crtificatons by such foreign

persons. For employees of domestic charitable organizations and cer-
tain employees furnished housing by their employers, the table is in-

tended to provide benefits (as described below) which might otherwise
not be available.
a. tbf-employed person end employees of fsoeign person

For self-employed individuals and employees of certain foreign em-
ployers (including international and foreign charities), or individuals,



the general cost-of-living element of the deduction for additional for-
eign living costs would be the amount set forth in the average table
issued by the IRS. The education element would be the lesser of (i)
the amount set forth in the average table issued by the IRS, and (ii)
the actual amount expended by the taxpayer for this purpose. The
housing element would be the lesser of (i) the amount set forth in the
average table issued by the IRS, and (ii) the excess of the actual
amount reasonably expended by the taxpayer for U.S.-style housing
in the foreign country over the cost of housing which that taxpayer
would typically incur were he residing in the U.S. Typical U.S. hous-
costs would be determined in the same way as for employees of U.S.
employers.
b. EmpZoyee8 of charitie8 and certain employee. furniMed hou8ing

For employees of domestic charitable organizations, for emplovee
furnished housing on the business premises the value of which would
qualify for exclusion (under section 119) but for an election not to
have that exclusion apply, and for employees living in camps provided
by their employers, the average table would be used to determine all
elements of the deduction, except that the education element could not
exceed the amount actually expended by the taxpayer for that pur-
pose. Employees who would otherwise be entitled to the benefits of the
section 119 housing exclusion will not be able to claim the deduction
for excess foreign living costs unless they waive the benefits of section
119.

The reason for this special treatment for charitable and camp em-
ployees is that they are typically required to make an unusual sacrifice
in their standard of living when they go overseas. In order to avoid
imposing additional hardship on Americans in such categories, the
committee amendment provides the same deductions as are available
to other U.S. citizens in foreign places. The committee anticipates that
the deductions will ordinarily be larger than if the general rule were
applied to these individuals. However, the deductions will be computed
under the special rule even if an individual would be entitled to a
larger deduction under the general rule.

The committee's intention in providing special treatment for em-
ployees in camps is to extend relief to employees generally located in
remote areas where, because of circumstances beyond the control of the
employer, the "business premises" requirement of section 119 cannot be
met. In order to qualify for the special treatment, the value of the
camp housing provided must qualify for exclusion from the employee's
income under section 119 in all respects other than location on the busi-
ness premises of the employer, and the camp must be located, as near
as practicable, in the vicinity of the employer's business premises or
the place where the taxpayer renders services.

In addition to satisfying all the requirements of section 119 other
than the business premises test, housing in fact must be "camp" type
housing in order to qualify for the special treatment. "Camp" housing
means housing furnished in a common area or enclave of employees
apart from housing in foreign cities or towns. "Camp" housing in-
cludes living quarters which the employee is required by the employer
to share with unrelated co-employees (e.g., barracks). However, camp



housing is not intended to be limited to temporary structures. An ex-
ample of eligible housing would be a camp for construction workers
employed at a remote job site in the Mideast where, because of the
inaccessibility of facilities for the employees who are working at the
job site to obtain lodging, the employer is required to furnish lodging
to employees in the vicinity of the job site in order to carry on the
construction project. If it is not possible for the employer to provide
adequate housing at the job site, lodging furnished to the employees in
a camp located in the vicinity of the job site (or as close as practicable
under the circumstances) would qualify for the special treatment of
this provision.

For taxable years beginning in 1979, it will not be possible to compile
average tables because no deductions will have been taken for excess
foreign living costs during the previous year. Therefore, for taxable
years beginning in 1979 only, a special transitional rule is provided
for the four special categories of taxpayers. Under this transitional
rule, the excess cost-of-living deduction will equal the IRS table
amount prescribed for taxpayers under the general rules. The excess
housing costs deduction will equal an amount set forth in a table pre-
scribed by the IRS, in consultation with the State Department show-
ing for each foreign place the amount by which it is estimated that the
average costs of typical United States housing exceed the average hous-
ing costs in the United States. The excess education costs deduction
will equal school fees actually paid or incurred.

Effective date
The committee amendment is effective upon the date of enact-

ment of this Act. It modifies the present law exclusion for taxable
years beginning in 1977 and 1978. The replacement of that exclusion
with the new allowance deduction is effective for taxable years begin-
ning in 1979.

Revenue effect
The application of the pre-1976 Act law to taxable years beginning

in 1977 and 1978 will reduce budget receipts by $322 million in fiscal
year 1978 3 and $292 million in 1979. The new deductions for excess
foreign living costs applicable to taxable years beginning after 1978
will reduce budget receipts by $23 million in fiscal year 1979 and
$166 million in fiscal year 1980.
D. Salary Reduction Plans, Cash and Deferred Profit-Sharing

Plans, and Cafeteria Plans (sec. 5 of the bill and sec. 2006
of the Employee Retirement Income Security Act of 1974)
Present law

On December 6, 1972, the Internal Revenue Service issued proposed
regulations which would have changed the tax treatment of employees

' The estimate reflects amounts determined after a Treasury re-eatimate of the
revenue loss from the exclusion. This revised estimate was not available at the
time the Second Budget Resolution for fiscal 1978 was adopted. Thus, that reso-
lution reflects a much smaller revenue increase ($45 million) resulting from the
effect of the 1976 Act changes than the revised estimate indicates. The revised
estimate means that fiscal 1978 revenues are underestimated by $277 million
($322 million less $45 million) prior to this bill.
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under salary reduction plans, and which called into question the tax
treatment of employees under cash and deferred profit-sharing plans
and so-called "cafeteria plans." The Employee Retirement Income
Security Act of 1974 froze the tax treatment of these plans for two
years, and the Tax Reform Act of 1976 extended the freeze until
December 31, 1977.

Reasons for change
The committee believes that additional time is required to design

appropriate rules for the tax treatment of employees under the above-
mentioned pension plans.

Explanation of provision
Under the bill, the "freeze" on existing tax treatment of salary

reduction plans, cash and deferred profit-sharing plans and "cafeteria"
plans is extended until January 1, 1980.

The provision is the same as the House bill.
Effective date

This provision is effective upon enactment.
Revenue effect

This provision has no effect on revenues.

E. Special Limitations on Net Operating Loss Carryovers (sec. 6
of the bill and secs. 382 and 383 of the Code)
Present law

Prior to enactment of the Tax Reform Act of 1976, the tax law
generally provided that where new owners purchased 50 percent or
more of the stock of a loss corporation during a 2-year period, its loss
carryovers from prior years were allowed in full if the corporation
continued to conduct its prior trade or business or substantially the
same kind of business. If the same business was not continued, however,
loss carryovers were completely lost. This "purchase" rule applied
where one or more of the 10 largest shareholders increased their stock
ownership, within a 2-year period, by 50 percentage points or more in a
transaction in which the purchasers took a cost basis in their stock
(except where the stock was acquired from "related" persons).

In the case of a tax-free reorganization, loss carryovers were allowed
on a declining scale. If the former owners of the loss company received
20 percent or more of the fair market value of the stock of the acquir-
ing company, the loss carryovers were allowed in full. For each per-
centage point less than 20 which the former owners received, the loss
carryover was reduced by 5 percentage points. It was immaterial
whether the business of the loss company was continued after the
reorganization.

The 1976 Act extensively revised the Code provisions dealing with
the carryover of net operating losses in cases of acquisitions of loss
corporations. The limitations on loss carryover attributes apply to
acquisitions made by purchase or through corporate reorganizations.



The new provisions change the basic concepts underlying the rules by
deleting continuity of business requirements for purchases and estab-
lishing a new continuity of ownership tests applicable to both pur-
chases and reorganizations.

These new provisions apply to plans of reorganization adopted on
or after January 1, 1978, and to sales or exchanges in taxable years
beginning after June 30, 1978.

Reasons for change
A number of technical problems regarding the 1976 Act revisions

to the net operating loss carryover rules have been brought to the
committee's attention which will require consideration of additional
revision of the rules.

Explanation of the provision
The bill delays the effective date of the changes made by the 1976

Act for two additional years. As extended, the 1976 Act provisions
will not take effect until January 1, 1980, with respect to plans of
reorganization adopted on or after that date, or until June 30, 1980,
with respect to sales or exchanges in taxable years beginning after
that date.

This provision is the same as in the House bill.
Revenue effect

The 2-year delay in the effective date of the provision is estimated
to reduce budget receipts by less than $5 million annually in fiscal
years 1978,1979, and 1980.

F. State Legislators' Travel Expenses Away From Home (sec. 7 of
the bill and see. 162 of the Code)
Present law

Under present law, an individual is allowed a deduction for travel-
ing expenses (including amounts expended for meals and lodging)
while away from home in the pursuit of a trade or business (see. 162
(a)). These expenses are deductible only if they are reasonable and
necessary in the taxpayer's business and directly attributable to it.
"Lavish or extravagant" expenses are not allowable deductions. In
addition, no deductions are allowed for personal, living, and family
expenses except as expressly allowed under the Code (see. 262).

Generally, under section 262, expenses and losses attributable to a
dwelling unit which is occupied by a taxpayer as his personal residence
are not deductible. However, deductions for interest, certain taxes, and
casualty losses attributable to a personal residence are expressly al-
lowed under other provisions of the tax laws (sees. 163, 164, and 165).

A taxpayer's "home" for purposes of the deduction of traveling ex-
penses generally means his principal place of business or employment.
Where a taxpayer has more than one trade or business, or a single trade
or business which requires him to spend a substantial amount of time
at two or more localities, his "home" is held to be at his principal' place
of business. A taxpayer's principal place of business is determined on
an objective basis taking into account the facts and circumstances in



each case. The more important factors to be considered in determining
the taxpayer'sprincipal place of business (or tax home) are: (1) the
total time ordinarily spent by the taxpayer at each of his business
posts, (2) the degree of business activity at each location, (3) the
amount of income derived from each location, and (4) other signifi-
cant contacts of the taxpayer at each location. No one factor is
determinative.

In 1952. a provision was adopted with respect to the living expenses
paid or incurred by a Member of Congress (including a Delegate or
Resident Commissoner). Under these rules, the place of residence of
a Member of Congress within the congressional district which he
represents in Congress is considered his tax home. However, amountsexpended by the Member within each taxable year for living expenses
are not deductible in excess of $3 ,OOO. Prior to the Tax Reform Act of
1976 no rule similar to the special rules for ascertaining the place of
residence for a Member of Congress applied in the case of a Statelegisator. As a result, the tax home ofa State legislator was deter-
mnned in accordance with the general rule described above.

The Tax Reform Act of 1975 provided an election for the tax treat-
ment of State legislazors for taxable years beginning before January 1,
1976. This was extended for one year by the Tax Reduction and Simpli-fication Act of 1977 to taxable years b g bfore January 1,1977.

Under this election, a State legislator may, for any such taxable
year, treat his place of residence within his legislative district as histax home for purposes of computing the deduction for li.ng expenses.
If this election is made, the Legislator is treated as having expendedfor living expenses an amount equal to the sum of the daily amount
of per td'en generally allowed to employees of the U.S. governmentfor traveling away from home, muliplied by tie nrnber of days dur-
ing that year that the State legislature WAS lfl session, iv,'biding anyday in which the legislature was in recess for a period of four or less
consecutive days. In addition, if the State legislature was in recess for
more than four consecutive days, a State 1anleior may count eachday in which his hysis presence was formally recordedat a meetingof a committee on the State legislature. For this rpny the rate of

per diem to be used is to be the re that was in effect durinstthe period
or which the deduction was claimed.

IThese i eletions adth it reset to livha expenses incurred

Act did not impose almitation on livn expenses incurred by a legis-
latoer i connection wlth a trade or business other than that of benmg a
legislator. As to any other trade or business, the ordinary and necessary
test of prior law will continue to apply.

Reasons a or change
The provision which allows a State legislator to treat his place of

residence within his legislative district as his tax home for purposes
of computing the deduction for living expenses only applies to taxable
years beghifing before January 1, 1977. The committee believes ths
provision should be extended for a one-year period during which
time the problem can be given further considetion and a permanent
rule can be developed.



Explanation of provision
The committee amendment further extends the effective date of the

provision adopted by the Tax Reform Act of 1976 (and extended by the
Tax Reduction and Simplification Act of 1977) for one more year, or
to taxable years beginning before January 1, 1978.

The House bill has no comparable provision. However, on March 13,
1978, the House passed an identical provision in H.R. 11055 (House
Rept. No. 95-929).

Effective date
This amendment applies to taxable years beginning before Janu-

ary 1, 1978.
Revenue effect

This provision will reduce budget receipts by $4 million in fiscal
year 1978.
G. Awards Under the Public Health Services Act (see. 8 of the

bill and sec. 117 of the Code)
Present law

Unless specifically excluded, all income from any source and in any
form must be included in gross income and thus subject to the Federal
income tax (sec. 61). Certain amounts received in connection with
education may be excluded if they qualify as scholarships or fellow-
ships under section 117. The exclusmon for scholarhlpe' and fellow-
ships is restricted to "no-strings attached" educationalgrants by rel-
atively disinterested grantors who do not require any significant con-
sideration (e.g., promises of future services) from the recipient. The
National Research Service Awards (NSRA) under the Public Health
Services Act of 19741 never have been covered by a special statutory
provision which would exclude them from income for Federal income
tax purposes.

In Revenue Ruling 77-319, the Internal Revenue Service ruled that
amounts received as National Research Services Awards for bio-
medical and behavioral research under the Public Health Service
Act of 19741 are not excludable scholarships or fellowship grants
under section 117 of the Code.

In return for an NRSA award, the recipient must engage in health
research or teaching or some equivalent service and also must allow
the government royalty-free use of any copyrighted materials produced
as a result of research performed during the award period. Within
two years after the award period, a recipient must engage in health
research or teaching or in some other service designated- by the Secre-
tary of Health, Education and Welfare for a period equal to the award
period. If a recipient fails to complete the post-award service require-
ments, he must repay an amount determined under a formulft which
takes into account the amount of the award, the length of the service
obligation, and any actual post-award service.

An annualpredoctoral award paid directly to an individual amounts
to $3,900 for living expenses. Institutions sponsoring NRSA programs
at the predoctoral level are reimbursed directly for their expenses.

'Public Law 93-348, See. 472, as amended; 42 U.S.C. see. 2891(1).



There is no payback requirement imposed on an individual recipient
for any amount paid, directly to an institution by the Federal Gov-
ernment aspart of the NRSA program. Postdoctoral awards gener-
ally range between $10,000 and $15,000 annually paid directly to the
recipient and usually do not exceed three years. Either type of award
may be supplemented by non-Federal funds and by explictly author-
ized Federal funds from other-programs.

The IRS ruling stated that the NRSA awards do not qualify
as excludable scholarships or fellowship grants for two principal rea-
sons: (1) the post-award service requirement imposes a substantial
quid pro quo fo.rthe award, and ,(2) the government's interest in main-
taining biomedical and behavioral research and its royalty-free right
to materials produced as a result of research performed during the
award period indicate that the awards are not disinterested, "no-
strings' educational grants but instead are made primarily for the
benefit of the grantor (the government).

Reasons for change
The committee believes that temporary relief should be granted

NSRA recipients pending completion of the study by the staff of the
Joint Committee on Taxation on the entire area of scholarships and
fellowships.

Explanation of provision
The committee amendment provides that any amounts which are

paid to or on behalf of any individual as National Research Service
Awards under section 472 of the Public Health Services Act of
1974, as amended, are to be treated as scholarships or fellowships
under sectionll7 of the Internal Revenue Code. The amendment would
allow predoctoral award recipients to exclude the entire amount of
their awards. Postdoctoral recipients would be allowed to exclude up
to $800 per month for a maximum of 36 months. The amendment ap-
plies to amounts received during calendar years 1974 through 1979.

Effective date
The amendment applies to amounts received in calendar years 1974

through 1979 and is effective on the date of enactment.
Revenue effect

This provision will reduce budget receipts by $22 million in fiscal
1978, $12 million in fiscal 1979, and by $13 million in fiscal 1980. The
fiscal 1978 estimate includes the effect of retroactively including
amounts received in calendar years 1974 through 1976.
IIL EFFECT OF THE BILL ON THE BUDGET AND VOTE

OF THE COMMITTEE IN REPORTING THE BILL AS
AMENDED

Budget Effects
In compliance with section 252(a) of the Legislative Reorganiza-

tion Act of 4970, the following statement is made about the effect on
the budget of this bill, H.R. 9251, as amended. The committee estimates
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that the provisions contained in the bill, as amended, will have the
following revenue effect for fiscal years 1978-83:

[In millions of dollars]

Fiscal year-

Provision 1978 1979 1980 1981 1982 1983

A. Deferral of Treasury commut-
ing expense ruling .........

B. Deferral of new Treasury
fringe benefits ruling.

C. 1. 2-yr extension for changes to
sec. 911 exclusion I - - - - - -  322 -292

2. New deductions for certain
expenses incurred living
abroad ------------------------ 23 -166 -180 -196 -197

D. 2-yr extension of study for sal-
ary reduction, etc., pension
plans --------------- - - - - - - - - - - - - - - - -

E. Delay of effective dates for
NOL trackingi" rules ... (-) (-) (-)

F. 1-yr extention of State legis-
lators' travel expense pro-
vision ---------------- -- 4

G. Exclusion for Public Health
Services Act awards ------- -- 22 -12 -13

Total revenue impact- -.. -348 -327 -179 -180 -196 -197

I The estimate reflects amounts determined after a Treasury re-estimate of the
revenue loss from the exclusion. This revised estimate was not available at the
time the 2d budget resolution for fiscal 1978 was adopted. Thus, that resolution
reflects a much smaller revenue increase ($45,000,000) resulting from the effect of
the 1976 Act changes than the revised estimate indicates. The revised estimate
means that fiscal 1978 revenues are underestimated by $277,000,000 ($322,000,000
less $45,000,000) prior to this bill.

2 Less than $5,000,000.

Vote of the Committee
In compliance with Section 133 of the Legislative Reorganization

Act of 1946, the following statement is maae about the vote of the
committee to report H.R. 9251, as amended. The bill, as amended, was
ordered favorably reported by voice vote.

IV. REGULATORY IMPACT OF THE BILL AS REPORTED
AND OTHER MATTERS TO BE DISCUSSED UNDER SEN-
ATE RULES

Regulatory Impact
Pursuant to Rule XXIX of the Standing Rules of the Senate, as

amended by S. Res. 4 (February 4, 1977), the committee, makes the
following statement concerning the regulatory impact' that might be
incurred. in carrying oxt the provisions of the bill as reported by the
committee.

A. N unbers of individual and buainas. who would be regulted
and economic imqat of regulation.-The primary effect of the bill will



be to reduce the tax liability of those individual taxpayers (U.S. citi-
zens) living abroad who are subject to Federal income tax by extend-
ing for two more years the pre-1976 Act tax treatment of income
earned abroad and to modify the future tax treatment of such income
by providing deductions for certain costs incurred while living abroad.

B. Impact on personal pr vacy.-The provisions of this bill make no
changes in those provisions of Federal law affecting the personal
privacy of taxpayers.

C7. Deterimnaton of the amount of paperwork.-This bill will have
little impact on the amount of paperwork of taxpayers involved for
these provisions that merely extend present law treatment. Beginning
in 1979, the new deductions for excess foreign living costs will involve
certain recordkeeping and certification requirements necessary to sub-
stantiate the deductions and will involve new tax forms and tables.

Consultation with Congressional Budget Officials on
Budget Estimates

In accordance with section 403 of the Budget Act, the committee
advises that the Director of the Congressional Budget Office has ex-
amined the committee's budget estimates (as indicated in part III of
this report) and agrees with the methodology used and the resulting
dollar estimates for those items.

New Budget Authority and Allocation of Budget Authority
In accordance with section 403 of the Budget Act and after

consultation with the Director of the Congressional Budget Office, the
committee states that the changes made to existing law by this bill in-
volve no new budget authority, and there is no allocation of budget
authority involved.

Tax Expenditures
The bill, as amended, involves the following increased and new tax

expenditures for fiscal years 1978-83:

[In millions of dollars]

Fiscal year-

Provision 1978 1979 1980 1981 1982 1983

2-yr extension of 1976 Act changes
to sec. 911 exclusion ' ---------- -322 -292 ------------------------

New deductions for certain ex-
penses incurred living abroad
(repeal of sec. 911) ------------------ 23 -166 -180 -196 -197

Exclusion for Public Health Serv-
ices Act awards 2 ............. - -22 -12 -13 -------------------

Total ------------------- 344 -327 -179 -180 -196 -197

1 The estimate reflects amounts determined after a Treasury re-estimate of the
revenue loss from the exclusion. This revised estimate was not available at the
time the 2d budget resolution for fiscal 1978 was adopted. Thus, that resolu-
tion reflects a much smaller revenue increase ($45,000,000) resulting from the
effect of the '1976 Act changes than. the revised estimate indicates. The revised
estimate means that fiscal 1978 revenues are underestimr~ed'.by. $277,000,000
($322,000,000 less $45,000,000) prior to this bill.

2 New tax expenditures.
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V. CHANGES IN EXISTING LAW MADE BY THE BILL,
AS REPORTED

In the opinion of the committee, it is necessary in order to expedite
the business of the Senate, to dispense with the requirements of sub-
section 4 of rule XXIX of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the bill, as
reported).

0
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